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account for delayed retirements. The cost of other
property, plant and equipment is depreciated using either
straight-line or accelerated methods over the estimated
useful lives of the assets. Depreciation of property, plant
and equipment in continuing operations was $3.718 for
2002, $3,257 for 2003, and $3,039 for 2004.

Gains or losses on disposal of other depreciable
property, plant and equipment are recognized in the year
of disposition as an element of Other income (expense),
net. The cost of maintenance and repairs of plant,
including the cost of replacing minor items not resulting in
substantial betterments, is charged to operating expenses.
Interest expense and network engineering costs incurred
during the construction phase of our networks are
capitalized as part of property, plant and equipment until
the projects are completed and placed into service.

VALUATION OF LONG-LIVED ASSETS

Long-lived assets, including property, plant and equipment
and intangible assets with finite lives are reviewed for
impairment whenever events or changes in circumstances
indicate that the carrying amount may not be
recoverable. The communications industry is rapidly
evolving and therefore it is reasonably possible that our
long-lived assets could become impaired as a result of
technological or other industry changes. For assets we
intend to hold for use, if the total of the expected future
undiscounted cash flows is less than the carrying amount of
the asset, we recognize a loss for the difference between
the fair value and carrying value of the asset. For assets
we intend to dispose of, we recognize a loss for the
amount that the estimated fair value, less costs to sell, is
less than the carrying value of the assets. We principally
use the discounted cash flow method to estimate the fair
value of long-lived assets.

We account for equity security investments in which we
exercise significant influence under the equity method of
accounting. In accordance with Accounting Principles
Board (APB) Opinion No. 18, The Equity Method of
Accounting for Investments in Common Stock, we
periodically review equity method investments for
impairment. These reviews are performed to determine
whether a decline in the fair value of an investment below
its carrying value is deemed to be other than temporary.

FOREIGN CURRENCY

Assets and liabilities of foreign subsidiaries and equity
investees with a functional currency other than l)S Dollars
are translated into US Dollars at exchange rates In effect at
the end of the reporting period. Foreign entity r~venues

and expenses are translated into US Dollars at thebverage
rates that prevailed during the period. The resulting net
translation gains and losses are reported as foreign
currency translation adjustments in shareholders' equity as
a component of accumulated other comprehensive
income (loss). Operations in countries with

hyperinflationary economies consider the US Dollar the
functional currency,

COST METHOD INVESTMENTS

We have investments in marketable securities, primarily
common stocks, which are accounted for under the cost
method. Securities classified as available-for-sale under,
"Accounting for Certain Investments in Debt and Equity
Securities," SFAS No, 115 are carried at fair value, with
unrealized gains and losses, net of income taxes, recorded
in accumulated other comprehensive income (loss) in the
statement of changes in shareholders' equity and
comprehensive income. The fair values of individual
investments in marketable securities are determined based
on market quotations. Gains or losses are calculated based
on the original cost, We periodically review cost method
investments for impairment. These reviews are performed
to determine whether a decline in the fair. value of an
investment below its carrying value is deemed to be other
than temporary. Equity securities that are restricted for
more than one year or not publicly traded are recorded at
cost.

DERIVATIVE FINANCIAL INSTRUMENTS

We generally enter into derivative financial instruments only
for hedging purposes. In hedging the exposure to variable
cash flows or foreign currency impacts on forecasted
transactions, deferral accounting is applied when the
derivative reduces the risk of the underlying hedged item
effectively as a result of high inverse correlation with the
value of the underlying exposure. If a derivative instrument
either initially fails or later ceases to meet the criteria for
deferral accounting, any subsequent gains or losses are
recognized currently in income. In hedging the exposure to
changes in the fair value of a recognized asset or liability,
the change in fair value of both the derivative financial
instrument and the hedged item are recognized currently
in income. Cash flows resulting from derivative financial
instruments are classified in the same category as the cash
flows from the items being hedged.

REVENUE RECOGNITION

Revenues are recognized when earned. Certain revenues
derived from local telephone services are billed monthly in
advance and are recognized the folloWing month when
services are provided. Revenues derived from other
telecommunications services, principally network access,
long distance and wireless airtime usage, are recognized
monthly as services are provided. Marketing incentives,
including cash coupons, package discounts and free
service are recognized as revenue reductions and are
accrued in the period the service is provided. With respect
to coupons, accruals are based on historical redemption
experience. While cash is generally received at the time of
sale, revenues from installation and activation activities are

BELLSOUTH 2004 63



NOT EST 0 CON SOL I D ATE D FIN A N C I A L S TAT E MEN T S CONTINUED

DOLLARS ARE IN MILLIONS, EXCEPT PER SHARE AMOUNTS AND AS OTHERWISE INDICATED

BELLSOUTH CORPORATION

deferred and recognized over the life of the customer
relationship, which is generally four years, Print Advertising
& Publishing revenues and related directory costs are
recognized ratably over the life of the related directory,
generally 12 months, Allowances for uncollectible accounts
are determined based on analysis of history and future
expectations, The provision for such uncollectible accounts
in continuing operations was $795 for 2002, $523 for 2003,
and $384 for 2004,

DEFERRED ACTIVATION AND INSTALLATION EXPENSES

We defer certain expenses associated with installation and
activation activities, Expense is only deferred to the extent
associated revenues are deferred, Service costs in excess
of revenues are recognized in the period incurred, The
deferred costs are recognized over approximately 4 years,

ADVERTISING

We expense advertising costs as they are incurred, These
expenses include production, media and other promotional
and sponsorship costs, Our total advertising expense in
continuing operations was $258 for 2002, $357 for 2003,
and $382 for 2004,

INCOME TAXES

The consolidated balance sheets reflect deferred tax
balances associated with the anticipated tax impact of
future income or deductions implicit in the consolidated
balance sheets in the form of temporary differences,
Temporary differences primarily result from the use of
accelerated methods and shorter lives in computing
depreciation for tax purposes,

EARNINGS PER SHARE

Basic earnings per share are computed based on the
weighted-average number of common shares outstanding
during each year, Diluted earnings per share are based on
the weighted-average number of common shares
outstanding plus net incremental shares arising out of
employee stock options and benefit plans. The earnings
amounts used for per-share calculations are the same for
both the basic and diluted methods, The following is a
reconciliation of the weighted-average share amounts (in
millions) used in calculating earnings per share:

2002 2003 2004

Basic common shares outstanding 1,870 1,848 1,832
Incremental shares from stock options

and benefit plans 6 4 4

Diluted common shares outstanding 1,876 1,852 1,836

Stock options exciuded from the
computation 77 92 79

Options with an exercise price greater than the average
market price of the common stock or that have an anti-
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dilutive effect on the computation are excluded from the
calculation of diluted earnings per share,

GOODWILL AND INTANGIBLE ASSETS

Intangible assets consist primarily of capitalized software,
wireless licenses and customer related intangibles. Goodwill
represents the excess of consideration paid over the fair
value of net assets acquired in purchase business
combinations, Beginning January 1,2002 we ceased
amortization of goodwill and other indefinite-lived
intangible assets in connection with the adoption of
SFAS 142, "Goodwill and Other Intangible Assets" (SFAS
No, 142). Customer-related intangible assets represent
values placed on customer lists, contracts and non
contractual relationships of acquired businesses and are
amortized over periods up to eight years using the sum-of
the-years digits method. Capitalized software costs are
being amortized ratably over periods of three to five years.
Amortization of intangibles in continuing operations was
$484 for 2002, $554 for 2003, and $597 for 2004.

We test goodwill and other indefinite-lived intangible
assets for impairment on an annual basis. Additionally,
goodwill is tested for impairment between annual tests if
an event occurs or circumstances change that would
more likely than not reduce the fair value of an entity
below its carrying value. These events or circumstances
would include a significant change in the business climate,
legal factors, operating performance indicators,
competition. sale or disposition of a significant portion of
the business or other factors. Other indefinite-lived
intangible assets are tested between annual tests if events
or changes in circumstances indicate that the asset might
be impaired.

Note B- Recently Issued Accounting
Pronouncements

In December 2004, the FASB issued SFAS No, 123 (ReVised
2004), "Share-Based Payment." This standard amends and
clarifies the accounting for stock compensation plans
under SFAS No. 123, "Accounting for Stock-Based
Compensation," which we adopted effective January t
2003, We will adopt this revised statement for our quarter
ending September 30, 2005, We do not expect the
adoption of this statement to have a material impact on
our results of operations, financial position or cash flows.

Note C - Changes in Accounting
Principle

ASSET RETIREMENT OBLIGATIONS

Effective January t 2003, we adopted SFAS No, 143,
"Accounting for Asset Retirement Obligations" (SFAS
No. 143), This statement provides the accounting for the
cost of legal obligations associated with the retirement of


